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Abstract:The past three decades have witnessed a spectacular evolution in policies

toward foreign direct investment (FDI). Whose interests do these policy innova-

tions reflect? While existing theory suggests popular pressure drives openness, I

argue reforms occur when shifts in financial access change local economic

elites’ policy preferences toward FDI. When large domestic firms no longer have

access to cheap credit through political connections, liquidity constraints outweigh

firms’ preferences to exclude foreigners. Economic elites then pressure govern-

ments to pursue liberal FDI policy environments. Using a combination of mea-

sures of FDI policy for up to 166 countries from 1973–2015, I find increases in

financial constraints are robustly associated with decreases in foreign equity

restrictions, and this relationship is strongest when domestic political institutions

favor business interests. A financing constraints explanation of FDI policy reform

has important implications for explanations of policy change, theories of business

power amid increased interdependence, and expectations over the distributive

effects of globalization.
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Introduction

In June of 2016, the Indian government announced sweeping changes to its foreign

investment laws that eliminated government approval processes for most sectors

and substantially increased the maximum foreign equity allowed for firms in

several sectors including retail, food, defense, airlines, broadcasting, and pharma-

ceuticals. In response, several Indian trade unions voiced their strong disapproval.
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Unions that represented government employees announced an indefinite strike.1

Far-left and far-right affiliated trade unions issued strong condemnations of the

proposed liberalizations, arguing such moves would not increase employment,

but would lead to increased labor law violations and push small firms out of

business.2

In contrast, business groups reacted positively to investment policy changes.

Indian pharmaceuticals expressed support for loosened restrictions on foreign

direct investment (FDI) in that sector, arguing that decreased scrutiny of foreign

funded mergers and acquisitions (M&A) would benefit domestic firms.3 Industry

watchers emphasized the fact that private Indian firms would be more able to

monetize their shares. And in 2016, the value of inward pharmaceutical M&A

deals increased by over 80 percent year-over-year.4

The Indian case described above is interesting because it challenges conven-

tional wisdom regarding the politics of FDI.5 The most prominent existing expla-

nations of FDI liberalization use factor proportionmodels from international trade

theory to argue domestic capital is disadvantaged by multinational entry while

workers benefit from the jobs new investment creates. These models argue liber-

alization occurs when workers gain political power over capital—mainly through

democratization. Yet, as the above example illustrates, workers often oppose lib-

eralizing reforms to investment law while domestic firms frequently support these

changes.

I develop an elite-centered theory of FDI liberalization in which shifts in

domestic credit allocation environments influence large domestic firms’ prefer-

ences over foreign investment policies. When local financial markets are

repressed, influential domestic firms use their political connections to receive sub-

sidized access to credit markets. Under such conditions, these business interests

successfully lobby for protection against more productive foreign entrants. In con-

trast, when governments no longer control credit allocation decisions, well-con-

nected domestic businesses become credit-constrained and push their

lawmakers to allow foreign equity participation in domestic industry. They do so

in anticipation that liberal FDI policy environments will allow them to pursue part-

nerships and buy-outs from better financed multinational enterprises (MNEs).

1 The Times of India. 27 June, 2016, “1L Central govt staff to go on indefinite strike.”

2 Daily News and Analysis, 22 June 2016, “Trade unions slam gov’ts FDI policy initiatives.”

3 The Hindu, 21 June 2016, “M&As to be an active ingredient in pharma,” by Lalatendu Mishra.

4 Ernst and Young (2017), 20.

5 FDI is defined as “an investment involving a long-term relationship and reflecting a lasting

interest and control” by an enterprise domiciled in a different jurisdiction (United Nations

Conference on Trade and Development (2006), 293).
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I find ample evidence consistent with this theory. Using measures of FDI

restrictiveness that collectively cover 166 countries from 1973 to 2015, I demon-

strate that countries that pursue reforms to domestic credit allocation processes

subsequently loosen restrictions on foreign ownership of local enterprise. A

country with a one standard deviation increase in banking reforms restricts

foreign participation in roughly 7 percent less industries. This finding is robust

to an array of estimation techniques and multiple alternative explanations for

FDI liberalization, including regime type, economic development, trade openness,

economic crisis, and external pressure from international lenders or regional com-

petitors. Additionally, causal mechanism probes show that the relationship

between banking sector reforms and FDI liberalization is strongest when domestic

political institutions favor business interests, particularly through informal chan-

nels. Industry level analysis from 2000–2015 suggests that financial constraintsmay

condition the relationship between capital intensity and industry-level liberaliza-

tions, though the evidence here is weaker.

These findings have broad implications for processes of economic integration

and retrenchment. First, my analysis challenges typical frameworks for explaining

the politics of change. International political economy (IPE) scholarship typically

relies on punctuated equilibrium models to explain economic liberalization, in

which actors’ preferences are fixed and changes to domestic political institutions

explain changes in economic openness. The theory developed here provides a

more flexible framework within which to examine the sources of continuity and

change in IPE by considering how finance structures actors’ policy preferences.

This framework of dynamic preference updating can be fruitfully applied to

other dimensions of global economic and political change. Second, my focus on

elite lobbying extends insights from the trade politics literature to move the schol-

arship on FDI policy beyond factor-proportion based explanations to more fully

consider the complex calculations domestic firms face when determining

whether global integration will ultimately benefit or harm them. Finally, this anal-

ysis calls into question received wisdom regarding the distributive effects of glob-

alization. The large scale acceptance of models that explain liberalization as a

disruption of incumbent advantage naturally emphasize the potential of globaliza-

tion to benefit new entrants and workers. However, if well-connected domestic

firms set the terms of investment liberalization, deepening integration may

entrench rather than diminish incumbents’ power. Heterogeneous capacity to

adapt to changing environmental conditions may reinforce inequalities as well-

positioned actors adjust to new economic realities, while vulnerable actors are

further weakened. Therefore, IPE scholars must explore more fully how globaliza-

tion affects market concentration within and across borders, and how these pro-

cesses of consolidation affect politics.
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Who favors FDI?

MNEs are increasingly central to the structure of the global economy. They orches-

trate as much as 80 to 90 percent of all trade globally through their supply chains.6

Rules governing MNE entry to local markets through FDI powerfully influence the

ways in which countries’ economies integrate into the global economy. For

example, Thailand and Malaysia have undergone extensive liberalization of

entry restrictions in most sectors, including semiconductors, which allows

foreign firms to establish wholly-owned subsidiaries in these countries. Such

laws have encouraged leading electronics MNEs to locate high value–added activ-

ities in these jurisdictions.7 In contrast, foreign firms hesitate to transfer intellectual

property to subsidiaries in China due to complicated and shifting FDI regulations.

This has resulted in massive growth in inward investment in low value–added

activities, such as assembly, but less investment in high value–added activities,

such as semiconductor wafer fabrication.

That governments would restrict FDI at all is puzzling from an efficiency per-

spective. FDI is considered the “good cholesterol” of capital flows. While the the

growth-promoting effects of MNE entry are by no means automatic,8 FDI is

more stable than portfolio flows and can provide financing cushions during

times of economic distress. Given these dynamics, we might expect governments

to enthusiastically encourage FDI, especially in comparison to other, more volatile

international capital flows.

However, many developed and developing countries substantially restricted

MNE entry in the mid-twentieth century before pursuing more liberal policy envi-

ronments, starting in the 1980s. Even today, FDI policies are frequently far from

fully liberalized. The 2014 Annual Report on Exchange Arrangements and

Exchange Restrictions lists 151 countries as having some degree of limitations

on FDI.9 In the aftermath of the 2007–8 global financial crisis, many countries,

including the United States, Germany, France, China, and Russia, debated or

enacted legislation aimed at further restricting FDI.10 This anti-FDI sentiment

arose despite a lack of similar demands for increases in short-term capital controls.

What explains these variations in government policies toward FDI? Existing

IPE theory argues the distributive effects of FDI benefit labor at the expense of

capital, and therefore governments will be more open to FDI when domestic

6 United Nations Conference on Trade and Develoment (2013), iii.

7 See Moran (2005).

8 Borensztein et al. (1998); Alfaro et al. (2004)

9 International Monetary Fund (2014), 80.

10 Marchick and Slaughter (2008).
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capital loses political power. This may occur through democratization,11 Left par-

tisanship,12 or economic crises that empower international financial institutions to

demand neoliberal reforms in exchange for financial support. Accordingly, IPE

theory generally sees FDI flows as a materially positive phenomenon for ordinary

citizens and a popular component of neoliberal policies.

This interpretation of FDI politics is at odds with reality. Scholars studying

MNE activity in advanced industrial countries find that FDI inflows reduce

worker’s perceptions of their job security,13 unions block FDI into their industries

to forestall erosion of collective bargaining power,14 and politicians strategically

block certain FDI projects to placate the economic-nationalist sentiments of

voters.15 Developing countries’ experiences also suggests citizens’ preferences

over FDI are more complex than factor proportion models anticipate. When FDI

generates political action in the developing world, it is often within the context of

labor groups protesting MNEs. This is largely because citizens interpret foreign

investment through the lens of economic globalization, and they frame their

understanding of the implications of investment through a debate about foreign

pressures on national interests.16 And even when citizens develop negative

beliefs over FDI, the minutiae of investment policies rarely translates into

popular political action. Instead, most of the time foreign investment laws

remain in the purview of “Quiet Politics,” meaning the political dynamics that

characterize policymaking when “highly organized interest groups dominate the

policy process in arenas shielded from public view.”17

A theory of MNE regulation that emphasizes the dynamic interest of domestic

firms opens new avenues to explore how firms generate preferences over policies

and the conditions under which those preferences can change. Scholars influ-

enced by constructivist paradigms have increasingly studied how ideational

factors can generate coalitions supportive of a variety of economic reforms.18

Others have argued that support for FDI among the political and economic elite

has grown as MNE activity has increasingly shifted from enclave and extractive

activities to be more connected to domestically-owned economic activities.19

The theory I develop and test below complements these arguments, but considers

11 Pandya (2013).

12 Pinto (2013).

13 Scheve and Slaughter (2004).

14 Owen (2015).

15 Kang (1997).

16 Bandelj (2008), 672.

17 Culpepper (2011), xv.

18 Chwieroth (2010).

19 Willliamson (2000); Noorbakhsh et al. (2001); Kobrin (2005).
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how shifts in the structure of capital markets can induce firm agents to update their

policy preferences, not because of shifting ideology, but because their material

incentives have changed.

Financing constraints and domestic support for FDI

Whendomesticfirms have ample access to low-costfinancing, theywill support pol-

icies that heavily regulate and restrictMNE entry. FDI inflows place substantial com-

petitive pressures on local firms in both labor and product markets. Foreign entry

drives up wage bills by stimulating demand for labor, particularly highly-skilled.20

Inward FDI also generates substantial productivity pressures on incumbent firms.

Foreign entrants aremore productive than incumbents,21 particularly when locating

in previously protected industries.22 Multinational entry forces less efficient domes-

tic firms to exit due to these pressures.23 Even among domestic firms that survive

foreign entry, the superior access to finance and technological sophistication that

characterizes MNEs makes them better able to overcome natural entry barriers in

concentrated markets and to significantly reduce incumbents’ market share.24

Despite their threats to domestic firms, MNEs can also bring technology,

know-how, capital, and purchasing needs that may benefit at least a subset of

domestic firms.25 As with status quo bias in other policy areas,26 domestic firms

will view unrestricted FDI with caution since they face identifiable and universal

costs but uncertain and firm-specific benefits to multinational entry.

While domestic firms may have first-best preferences of restricting FDI to

minority positions, this is conditioned on the financing environment. When

large, well-connected domestic firms have relatively easy access to inexpensive

sources of credit, they are able to maintain an anti-FDI position. When they expe-

rience large and persistent negative financing shocks, these same business inter-

ests will begin to view FDI as an important source of potential capital.

20 Aitken et al. (1996); Feenstra and Hanson (1997); Lipsey and Sjöholm (2004).

21 Helpman (2006).

22 Schwab and Werker (2018).

23 Alfaro and Chen (2018).

24 Ibid. (2012); Aitken and Harrison (1999).

25 There is a vast literature on FDI spillovers. In general, it is easier to identify FDI-generated pos-

itive spillovers to an economy than to specific firms. To the extent that domestic firms can benefit,

this is largely driven by joint venture andmerger activities in whichMNEs have interests to transfer

technology and knowledge to local partners, suppliers, and affiliates. See, especially, Irsova and

Havranek (2013) and Havranek and Irsova (2011).

26 Fernández and Rodrik (1991).
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Insights from the finance, law, and economic growth literature help explain

firms’ shifting policy preferences. This approach places the interests of owner-

managers versus minority shareholders as central to understanding firm behavior.

As economic agents, local business owners seek to maximize wealth, specifically,

the value of their ownership stake in their company plus any resources they are

able to divert for personal use, often referred to as the private benefit of

control.27 The value of local firms depends on a set of factors ranging frommacro-

economic consideration, such as local economic growth prospects and exchange

rates, to firm-specific assets, such as technology and managerial acuity. However,

all firms’ values rely fundamentally on their ability to raise external finance such

that operations and investment activities can exceed the wealth of owner-manag-

ers. Most formal and empirical work in this literature focuses on how institutional

constraints structure firms’ choices over raising finance through debt or equity. But

equity can be raised raised through either portfolio or direct investment; portfolio

equity investment is merely a claim on future cash flow, while direct investment

also entails some amount of managerial control.

We can represent an owners utility function through the following equation:

(1) Uϵ ¼ βϵV þ D

where βε is the owner’s equity stake in the firm,V is the value of the firm, which is a

function of sales minus expenses, some of which include cost of any debt financ-

ing, and D is the value of private benefits of control.

This equation highlights how financing affects a local firm’s maximization

problem. Because debt-financing costs decrease profits, firms begin to view

equity financing more favorably as their borrowing costs cross some threshold.

But raising cash through stock offerings has its own costs. Firms often must

strengthen minority shareholder protections in order to raise adequate capital.28

Without such protections, equity valuations are low and owner-managers must

relinquish more cash flow rights to raise substantial funds. Strengthening corpo-

rate governance decreases D, since such protections make owner-managers more

accountable to minority investors.29 Alternatively, firms can raise equity through

27 For simplicity, I treat local owners as a unitary actor, as is typical in the law and finance liter-

ature (Perotti, 2014). The firm can agree upon arrangements to distribute private benefits among

managers. Concentrated ownership patterns are far more prevalent globally than diffuse owner-

ship structures typical of Anglo-American firms (La Porta et al., 2000); and are often associatedwith

family control (Pagano and Volpin, 2005). It is more plausible that closely held firms will be able to

reach agreements over the distribution of private benefits.

28 Perotti (2014); Gourevitch and Shinn (2005).

29 La Porta et al. (2000).
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direct investment. Direct investors may not require stronger minority shareholder

protections since they will take a management stake. However, owner-managers

will need to share in D with direct investors.

Thus, firms face trade-offs regarding financing decisions. They can borrow,

which allows them to raise capital without relinquishing future cash flow rights

or the private benefits of control, but at the expense of firm value. They can

raise equity diffusely through stock offerings, which does not decrease V, but

decreases insiders’ ownership stake and requires some decrease in D in order to

attract potential investors. They can take on directly invested partners, who partake

in management and therefore will also demand some portion of D.

When faced with an easy credit environment, firms will likely advocate for FDI

restrictions. In countries with high levels of government intercession in credit

markets—through mechanisms such as directed credit requirements, excessively

high reserve requirements that keep government borrowing rates low, and

subsidized credit to targeted firms and industries—large and politically important

firms can easily finance operation and expansion through subsidized debt.30

Accordingly, firms support policies that restrict foreign entry outright or to

minority joint ventures. This allows them to maintain ownership and accrue

private benefits to control, while also limiting competition in product and labor

markets. While repressed financial systems ration credit, the losers of financial

repression—small, weakly-organized firms—are poorly situated to pressure gov-

ernments to reform,31 and are unlikely to benefit from inward FDI.32

When global and local conditions weaken politically-influential firms’ privi-

leged access to inexpensive credit, the policy preferences of these firms shift and

they instead value the financing opportunities that FDI generates over the poten-

tial costs of MNE entry. Banking reforms undermine the rents of large, politically

connected companies that enjoy privileged access to finance under conditions of

financial repression.33 More open FDI policy environments can ameliorate credit

constraints of these firms. Analysis of World Bank Enterprise Surveys of firms’ per-

ceptions of financing constraints indicate that firms are less likely to believe financ-

ing is a binding constraint when operating in countries more open to FDI, and this

difference is largely driven by the perceptions of firms with at least some foreign

ownership.34 Research on financial constraints and global supply chains similarly

finds that integration into MNEs’ supplier networks provides local firms with

30 McKinnon (1973); Frieden (1981); Rajan and Zingales (2003).

31 Rajan and Zingales (2003).

32 Alfaro and Chen (2018).

33 Rajan and Zingales (2003); Pepinsky (2013).

34 See A4 in supplementary materials.
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greater access to finance.35 Additionally, firms most likely to improve their financ-

ing position with FDI liberalization are also most likely to lobby governments.

Leveraging a World Bank Enterprise Survey question on the propensity to lobby,

I find that firms more likely to lobby governments are large, engage in exporting,

sell to the government or to MNEs, and have at least some degree of foreign

ownership.36

There are several observable implications of a financing constraints theory of

FDI liberalization. In themost reduced form, liberalization of FDI equity restriction

should be more likely after sustained negative shocks to large firms’ financing

costs:

Hypothesis 1: Countries will bemore likely to reduce restrictions on foreign direct

equity ownership when large domestic firms face increased financing constraints.

Additionally, since firms in capital intensive industries require greater access

to financing for operations and expansion than less capital intensive activities, the

relationship between financing constraints and industry-specific FDI liberalization

should be increasing in capital intensity:

Hypothesis 2: The relationship between financing constraints and equity

openness will be stronger for more capital intensive industries.

Finally, if it is domestic business interests that press for FDI liberalization in the

wake of financing constraints, we should expect that the relationship between

banking sector reforms and FDI liberalization will be stronger in countries

whose political institutions favor business interests:

Hypothesis 3: The relationship between financing constraints and equity open-

ness will be stronger when domestic political institutions favor business interests.

Empirical analysis

This section presents empirical analysis that tests the connection between domes-

tic firm financing constraints and policies toward FDI. I begin by overviewing

concepts and measures. Next, I present empirical tests of my three hypotheses.

35 Javorcik and Spatareanu (2009); Kersting and Görg (2017).

36 See A1–3 in supplementary materials.
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Measures

Because no onemeasure of FDI policy extends from the 1970s to present day, I use

two variables to maximize cross-national and temporal coverage. Equity

Restrictions measures the percentage of industries in which foreign firms are

excluded or regulated to minority share status for a given country–year.37 This var-

iable is my preferred measure because it has broad coverage over a long historical

time frame, including ninety-four countries from 1970 to 2000, the thirty years in

which policies towardMNEs changedmost dramatically. Additionally, it is concep-

tually closest to my interest in regulations over entry, which govern the right of

MNE establishment and are the most crucial component of FDI policy. I supple-

ment Equity Restrictions with Liberal Policy Change, which counts the number of

liberalizing FDI regulatory changes a country has enacted in a given year.38 These

data are available across all UN member countries from 2000 to 2015.

To identify shifts in financial constraints, I focus onmeasures of banking sector

repression and openness. Previous formal theory building has focused on domes-

tic capital’s policy preferences after temporary liquidity shocks, such as financial

crises.39 However, temporary liquidity squeezes may not be enough to alter firms’

policy preferences. This is because FDI, unlike portfolio investment, is a long-term

capital commitment that has lengthy lead times and is therefore rarely a useful

source of investment in an acute crisis. Instead, I focus on variables that capture

fundamental changes in the extent to which political actors intercede in credit

markets. Most fundamentally, banking sector reforms weaken the ability of gov-

ernments to direct subsidized credit to politically influential firms. As interest

rate controls loosen and banks no longer face requirements to lend preferentially

to particular industries or well-connected firms, key firms’ borrowing costs

increase substantially. While, over time, banking reforms can lead to efficiencies

that make credit more broadly available, such reforms do so by reducing the

rents connected firms receive through their privileged position in domestic finan-

cial markets.40

I use two measures of banking sector repression and reform. First, when pos-

sible I use Banking Reforms, which has broad temporal and cross-sectional cover-

age, including 103 countries from 1973–2005.41 The index compiles qualitative

judgments over liberalization in five aspects of banking sector policy: credit

37 Pandya (2013).

38 United Nations Conference on Trade and Develoment (2016).

39 Aizenman (2005).

40 Rajan and Zingales (2003).

41 Abiad et al. (2010).
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controls and excessively high reserve requirements, interest rate controls, state

ownership in the banking sector, prudential regulations and supervision of the

banking sector, and securities market policies. Unfortunately, this measure ends

in 2005, which makes its use for models that extend to 2015 questionable.

For more contemporary data (2000–2015), I follow the World Bank’s frame-

work for measuring global financial development and use Net Interest Margin to

measure the efficiency of the domestic banking sector.42 In repressed banking

systems, credit allocation is inefficient because the government drives banks’ deci-

sions over which industries and firms to lend.43 In such systems, overall lending is

expensive, while politically important firms receive subsidized credit. While a

measure of regulation, such as existence of directed credit requirements, would

be preferable to an outcome measure, Net Interest Margin is available across my

sample and time period and is widely used as a proxy for banking sector efficiency,

with higher margins indicating less efficient systems.44 Countries that scored low

on Banking Sector Reform in 2005 have, on average, higher values of Net Interest

Margin (around 5 percent) than do countries that measured highly reformed on

the Banking Sector Reform in 2005 (2 percent). Visual inspection of individual

countries’Net Interest Margin over time suggests the variable did not react in a sys-

tematic way to the Global Financial Crisis.

Controls

I include a vector of variables to control for alternative explanations prevalent in

the literature.45 All variables come from the World Bank’s World Development

Indicators, unless otherwise specified, and are lagged by one year. These

include level of Development, proxied by GDP per capita; Democracy, measured

through an indicator variable that takes a value of 1 if a country’s score on the

Polity scale is greater than or equal to 6 and 0 otherwise;46 economic Crisis,

which equals 1 for any year in which a country experienced a currency, banking,

and/or sovereign debt crisis;47Under IMF Program, which equals 1 for any year in

which a country is subject to a conditionality clause associated with an IMF loan;

Inflation, which proxies for generally poor economic conditions; Fixed Exchange

42 Cihak et al. (2012).

43 McKinnon (1973).

44 Cihak et al. (2012), 9.

45 Pandya (2013); Mukherjee and Singer (2010).

46 Marshall et al. (2017).

47 Laeven and Valencia (2012). In supplementarymaterials (A15), I providemodels thatmeasure

each of these crises separately; substantive effects do not change.
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Rate;48 Private Domestic Credit scaled by GDP, which measures the size of local

credit markets;49 Trade Openness, proxied by imports plus exports over GDP;

Human Capital, proxied through tertiary enrollment; and Regional Regulations,

which I construct to measure the average value for each FDI regulation measure

in each country–year for a country’s regional peers.50 All non-indicator variables

are standardized to ease interpretation. Several variables exhibit right-hand

skew and are log transformed. A5–11 in supplementary materials provide descrip-

tive statistics and countries included in analysis.

Financial constraints and FDI policy

To test hypothesis 1, I estimate a series of equations that model the relationship

between financial constraints and FDI policy reform. For models of Equity

Restrictions, I run OLS regressions with a lagged dependent variable,51 fixed

country and year effects,52 and country-clustered standard errors. In the supple-

mentary materials (A12–14), I confirm my results are robust to several different

modeling techniques, including FGLS, with panel specific autoregressive estima-

tors, and OLS, with panel corrected standard errors (PCSEs) and country and year

dummies.53 Because Liberal Policy Change is a count variable, I use a negative

binomial regression to estimatemodels of this outcome variable.54Most of the var-

iation in Net Interest Margin occurs across, rather than within, countries for the

years 2000–2015, so I do not include country fixed effects. Moreover, included

fixed effects would drop any country from my model that did not enact a policy

change over the time period analyzed. I do include year fixed effects, which

model the effects of global market conditions on the propensity to liberalize.

Model 1 in table 1 reports the result of the most basic model, which includes a

lagged dependent variable of Equity Restrictions and a one year lag of Banking

48 Levy-Yeyati and Sturzenegger (2005); Shambaugh (2004).

49 Cihak et al. (2012). I exclude this variable from regulatory change models because it is highly

negatively correlated with Net Interest Margin.

50 Regional categories include: Advanced Economies, Emerging Asia, Latin America, Sub-

Saharan Africa, Transition Economies, and Middle East/North Africa.

51 Beck and Katz (2011).

52 Hausman tests indicate random effects are inappropriate for xtregmodels. For all models with

country and year dummies, I confirm their inclusion is warranted with block F tests.

53 I prefer to report Fixed Effects models because PCSE techniques can report artificially small

standard errors if unit heterogeneity and serial correlation are not adequately corrected (Wilson

and Butler, 2007).

54 Model diagnostics indicate Liberal Policy Change is characterized by overdispersion, so a

poisson link function is inappropriate.
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Reforms.55 Themodel returns a negative and statistically significant relationship; as

a country experiences a 1 standard deviation increase in banking sector openness,

its equity restrictions decrease, on average, by 7.2 percent of a standard deviation.

In Models 2 and 3, I further disaggregate the index and find that Interest Rate

Controls have a negative and statistically significant relationship with Equity

Restrictions, while the coefficient estimate for Bank Privatization is negative but

not statistically significant. These findings corroborate a relationship between

the dismantling of subsidized credit and FDI liberalization. The lack of a statisti-

cally significant relationship between Bank Privatization and Equity Restrictions

suggests the relationship between banking reforms and FDI policy is driven by

credit concerns and not by a broad programmatic embrace of neoliberal deregula-

tion. Models 4 and 5 report parameter estimates for negative binomial regressions

that estimate the rate of liberalizing changes to general FDI policies and to entry-

related regulations for a country–year. As mentioned above, these models use Net

Interest Margin as a proxy for financial constraints because the banking reform data

Table 1: Financial Constraints and FDI Liberalization

(1) (2) (3) (4) (5)
Equity Equity Equity Lib Lib
Restrict Restrict Restrict Entry

Equity Restrictions(t–1) 0.605*** 0.600*** 0.609***
(0.04) (0.04) (0.04)

Banking Reform(t–1) �0.072**
(0.03)

Interest Rate Controls(t–1) �0.070**
(0.03)

Bank Privatization(t–1) �0.011
(0.33)

Net Interest Margin(t–1) �0.231*** �0.250**
(0.05) (0.06)

Observations 1430 1430 1430 2425 2425
Countries 69 69 69 166 166
R2 0.6894 0.6887 0.6867
AIC 4619.2 3219.5
BIC 4723.5 3323.7

Country-clustered standard errors in parentheses. Constant and year dummies not reported.
*p <.1, **p <.05, ***p <.01

55 In first reporting spare models, I follow Lenz and Sahn (2019), who argue interpreting only

models with many covariates can increase the risk of type I error.
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are only available through 2005. Higher values ofNet Interest Margin indicate a less

competitive banking environment and provide evidence of a repressed banking

sector in which well-connected firms have privileged access to finance. For both

models, Net Interest Margin is statistically, significantly, and negatively associated

with FDI reforms.Model 4 calculates a 1 standard deviation increase in this variable

above the mean decreases the propensity to enact any liberalizing change by 20.6

percent. Model 5 finds the same increase inNet Interest Margin decreases the prob-

ability of enacting a liberalizing change to entry requirements by 22.1 percent.

In table 2, I re-estimate analysis including the control variables described

above. To conserve space, I only replicate analysis on models 1, 2, 4, and

5. Across these models, my central findings hold. Banking Reforms, Interest Rate

Controls, and Net Interest Margin all retain statistical significance.56 The models

also suggest regional patterns matter; the more restrictions a country’s peers

erect, the more likely that country is to maintain barriers of its own.

In models using Equity Restrictions, most control variables are not statistically

significant predictors of policy. Democracy is positive and statistically significant in

both models 6 and 7, which suggests democracies are more likely to restrict FDI

entry than authoritarian regimes, once controlling for domestic banking sector

conditions. This finding runs counter to previous work that argues democratiza-

tion drives liberalization. However, supplementary analysis (A13–14) shows this

finding is less robust across varying estimation methods.57

In models that estimate FDI regulatory changes, more control variables are

statistically significant. High levels of trade reduce the propensity of enacting

more liberalizing policies across eachmodel. High levels of human capital increase

the likelihood of a liberalizing change. In contrast to the historical models, coun-

tries under IMF programs are more likely to liberalize. These findings suggest eco-

nomic distress has become more likely to lead to liberalizations of FDI policies in

recent years. However, these findings are largely consistent with a financing

constraints logic to investment liberalization.

56 Note that the p-values for Banking Reforms in model 6 and Net Interest Margin in model 9 are

0.051 and 0.055, respectively, which are each very slightly over the 95 percent confidence interval.

57 Two additional features of the domestic environment may also affect the propensity to liber-

alize. First, it may be the case that international legal agreements drive FDI policy reform. Second,

countries highly endowed with natural resources may have greater capacity to generate foreign

exchange and therefore be less likely to encourage FDI into non-resource sectors. In supplemen-

tary materials (A14), I demonstrate that my results are robust to the inclusion of Natural Resource

Rents and a count of the bilateral investment treaties to which a host country is party. Because BITs

are generally thought to constrain developing countriesmore than advanced industrial economies,

I restrict this sample to non-advanced economies. This finding also alleviates concerns that my

findings may proxy for a developed/developing divide.
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Endogeneity concerns

One may worry that banking sector reforms may be endogenous to FDI policy lib-

eralization. Economic liberalizations are often structured around comprehensive

Table 2: Financial Constraints, FDI Policy, and Alternative Mechanisms

(6) (7) (8) (9)
Equity Equity Lib Lib
Restrict Restrict Entry

Equity Restrictions(t–1) 0.585*** 0.581***
(0.042) (0.042)

Banking Reforms(t–1) �0.075*
(0.038)

Interest Rate Controls(t–1) �0.067**
(0.031)

Net Interest Margin(t–1) �0.325** �0.372*
(0.148) (0.193)

Ln GDP per capita(t–1) �0.100 �0.108 �0.033 0.006
(0.273) (0.266) (0.209) (0.258)

Ln Inflation(t–1) 0.005 0.011 1.865 2.744
(0.025) (0.024) (1.442) (1.819)

Ln Trade/GDP(t–1) 0.223 0.228 �0.306** �0.296*
(0.165) (0.158) (0.148) (0.175)

Ln Human Capital(t–1) �0.297 �0.295 0.480*** 0.314**
(0.187) (0.181) (0.113) (0.130)

Democracy(t–1) 0.113** 0.115** �0.353 �0.234
(0.052) (0.051) (0.267) (0.331)

Crisis(t–1) �0.010 �0.005 �0.277 0.121
(0.049) (0.049) (0.318) (0.341)

Under IMF(t–1) 0.016 0.019 0.723*** 0.724**
(0.052) (0.053) (0.278) (0.326)

Ln Private Dom Credit(t–1)) 0.067 0.065*
(0.039) (0.037)

Fixed Exchange Rate(t–1) 0.084* 0.078* �0.260 �0.223
(0.042) (0.043) (0.162) (0.197)

Regional Regulations(t–1) 0.094*** 0.092*** 0.628*** 0.904**
(0.032) (0.031) (0.178) (0.249)

Observations 1342 1342 1541 1541
Countries 65 65 138 138
R2 0.6782 0.6823
AIC 3132.2 2215.1
BIC 3276.4 2359.2

Country-clustered standard errors in parentheses. Constant and year dummies not reported.
*p <.1, **p <.05, ***p <.01
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reform packages, and therefore the statistical relationship between banking sector

and foreign equity liberalizationmay be driven by simultaneity. From the perspec-

tive of policy elites, technocratic reports on reform sequencing tend to associate

FDI liberalization with real sector reforms, such as tariff reductions and banking

sector reforms with policies toward portfolio investment.58 Therefore, the experi-

ence of policy elites suggests governments do not routinely consider banking

policy to be tied to FDI policy.

While a review of technocratic writing and thought at the time suggests policy-

makers rarely saw technocratic rationale for sequencing banking and FDI

reforms,59 I also employ two modeling techniques, the results of which are avail-

able in supplementary materials (A17–19), to establish statistically the temporal

ordering of banking and FDI reforms, and to rule out concerns that all neoliberal

reforms simply lump together. First, I use error correction models to differentiate

between the short and long-term effects of banking reforms on FDI policy. I find

banking sector reforms have long term, but not simultaneous, effects on FDI

policy. Second, I use granger causality tests to demonstrate that banking sector

reforms precede FDI policy liberalization, but not the reverse, and that banking

sector reforms do not “granger cause” other liberalization reforms such as short-

term capital account openness or trade liberalization. Jointly, these tests provide

increased certainty that the relationship between banking sector reforms and

FDI liberalization is not spurious.

Capital intensity, financial constraints, and industry-level policy

If business interests drive investment liberalization as a way to increase access to

finance, liberalization of entry requirements should occur more often for capital

intensive industries because such industries have the greatest financing needs.

This relationship should also be stronger in economies that have undergone

banking sector reform since large firms in those environments lose their privileged

access to credit markets. This expectation is precisely the opposite of what we

would anticipate if FDI liberalization were driven by labor demands for jobs,

namely that labor intensive industries should then be most likely to liberalize

because such industries are best poised to generate employment. Thus, testing

how industry-level capital intensity affects the propensity to liberalize FDI policy

can adjudicate between an elite-led or labor-driven explanation of policy change.

58 Johnston et al. (1997).

59 In fact, the IMF’s advice of “FDI before debt” specifically suggested inward FDI be the first step

in reform sequencing and did not require prior banking reform. See International Monetary Fund

(2012), especially figure 2 on page 14.
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I start by estimating a series of simple, discrete variable equations that model

the propensity for a government to enact an FDI policy change for a particular

industry at time t, using data from UNCTAD’s Investment Policy Monitor as

described in the previous section. Note that these data also include policy

changes that are not specific to industry; I exclude these from the following analysis

because they cannot be assigned a capital intensity value.

I include two explanatory variables—Capital Intensity and Banking Reform—

as well as an interaction between the two variables. I measure Capital Intensity in

the following way. Following convention in the economics literature, I construct a

measure of capital intensity that subtracts the cost of labor inputs from the value of

production divided by the value of production for each industry on a yearly basis.

This measure can be thought of as the ratio of capital inputs over the total cost of

production. Because these data are rarely available at the country level, especially

in developing countries, I use the United States as my baseline.60 I calculate this

measure from the U.S. Bureau of Labor Statistics data on multifactor productivity

at the industry level. These data are available at the North American Industry

Classification System (NAICS) three-digit industry level from 1987 to 2014.

However, the United Nations Conference on Trade and Development

(UNCTAD) data classifies investment policies through the Standard Industrial

Classification (SIC) two-digit system. Therefore I match the NAICS data to the

appropriate SIC code. This creates a unique capital intensity measure for thirty-

seven industries for each year.61 To aid in interpretation, I standardize Capital

Intensity. As in the previous section, I measure banking reform in two ways.

First, through Banking Reform, which is the measure that most closely proxies

for government control over credit markets. Because my analysis covers 2000–

2015, I use countries’ scores from 2005 for the remaining ten years of the

sample. We may worry that banking regulations may have changed substantially

from 2005–15. Accordingly, I also run a series of models using Net Interest

Margin.62 I include all control variables described in the previous section.

I estimate these models with logit link functions and fixed year effects.63 I am

unable to perform analysis with country and industry fixed effects for two reasons.

First, country fixed effects drops all countries that had no changes in investment

policy over the time period. Second, industry fixed effects become collinear with

the Capital Intensity measure. It is computationally challenging to perform

60 Benchmarking from the United States is a standard approach. See, for example, Gupta (2005).

61 See A20 in supplementary materials for industry list.

62 Cihak et al. (2012).

63 While country-level measures of FDI policy change were count data, the industry-level data

exists as an indicator for whether a measure was passed for that particular industry that year.
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multilevel analysis for these models because of separation issues. Instead, I cluster

standard errors by country.

I report marginal effects plots for the interaction of Capital Intensity and both

measures of Banking Reform here and provide full regression tables in supplemen-

tary materials (A21–24).64 Figure 1 illustrates how Banking Reforms condition the

relationship between capital intensity and the propensity to enact liberalizing

policy change. The results are suggestive, but not conclusive. At low levels of

domestic banking reform—stated slightly differently, in economies characterized

by continued government intervention into credit markets—Capital Intensity has

no statistically significant effect on the propensity to liberalize. The lack of statis-

tical significance is consistent with hypothesis 2, but is driven by large standard

errors rather than a smaller coefficient estimate. However, at higher levels of

banking sector reform, Capital Intensity is associated with a positive and statisti-

cally significant effect on the propensity to liberalize. The slightly downward

sloping estimated effect suggests that the influence of capital intensity on FDI

reforms is strongest in credit environments that are transitioning from heavy

state intervention to more market-driven dynamics. This relationship persists

when we restrict analysis solely to liberalizing changes to entry regulations.

As a robustness, I rerun analysis usingNet Interest Margin to proxy for the effi-

ciency of the banking sector instead of Banking Reform. Recall, this measure is

Figure 1: Marginal Effects of Capital Intensity by Banking Reform—95% Confidence Interval

64 Brambor et al. (2006).
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available across all years in my sample. The results suggest the relationship

between banking sector regulations and FDI policy have shifted in recent years.

As with the analyses above that used Banking Reform, Net Interest Margin condi-

tions the effect of Capital Intensity on the propensity to enact any liberalizing

change and entry liberalization specifically. However, the relationship between

Net Interest Margin and Capital Intensity differs from my expectations. As

figure 2 illustrates, in these models, banking sector inefficiency intensifies the pos-

itive relationship between capital intensity and liberalization. Since more ineffi-

cient banking sectors are likely to be more repressed, these findings seem to

contradict other analysis.

How should we interpret these findings? First, it is important to note that Net

Interest Margin was associated with reduced number of aggregate FDI reforms in

the previous section. The conflicting results may be driven by the fact that the

models presented here drop all reforms that are not specific to an industry and

countries with more efficient banking sectors also enact more broad-based FDI

policy reforms. Second, it seems that in recent years, economic distress has had

an increasing influence on FDI policy. Recall from the previous section that

models of country-level policy from 2000–2015 found that being under an IMF

program was positively associated with passing liberalizing FDI policy reforms.

This finding holds in these models as well. It may be that in recent times even

countries with relatively repressive financial sectors respond to macroeconomic

problems by trying to entice foreign investment. Finally, there is evidence that

Figure 2: Marginal Effects of Capital Intensity by Net Interest Margin—95% Confidence Interval
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countries with inefficient banking systems are more likely to be active in changing

FDI policies, both in a liberalizing as well as a restricting direction. Unlike models

that use banking regulatory variables, banking sector inefficiencies seem to also

make the passage of restrictive investment policies more likely.65 In sum, there

is some suggestive evidence that capital intensive industries operating in less

repressed banking sectors subsequently undergo liberalization, but the relation-

ship is complex and statistical results are not definitive.

Financing constraints, domestic political institutions, and FDI
Policy

This section tests hypothesis 3: that domestic political institutions that empower

business interests condition FDI liberalization. I re-estimate models used to test

hypothesis 1, this time sequentially addingmeasures of both electoral and bureau-

cratic institutions. Because I am interested in within country change, I focus on

models that measure FDI policy through Equity Restrictions. This choice means

analysis ends in 2000, but also provides richer within country variation for the

explanatory variables of primary interest.

I proxy for business-friendly domestic political institutions through threemea-

sures. First, I measure formal channels of influence through executive and legisla-

tive partisanship.66 Executive Partisanship and Legislative Partisanship each

measure the economic policy orientation of the party of the chief executive and

the largest party in government, respectively. If governments face pressures

from business interests to liberalize FDI policy when banking reforms disrupt

their privileged access to finance, we should expect lobbying pressure from

these groups to be particularly successful when Right parties are in power, since

they are closely aligned with capital. Moreover, the party of the executive should

bemore critical for the direction of FDI policy than legislative partisanship because

substantive changes to investment law are often created through executive decree.

My second two variables proxy for the prevalence of informal channels

through which firms’may exert their influence.67 Following the literature on polit-

ical capture, I conceptualize under-professionalized state apparatuses and cul-

tures of corruption as norms and institutions that favor economic elites over

other societal interests.68 I use International Country Risk Guide (ICRG) measures

of Corruption and Bureaucratic Quality. Corruption is measured on a 6-point scale

65 See A21–24 in supplementary materials.

66 Cruz et al. (2016).

67 Culpepper (2011); Ross Schneider (2013).

68 Hellman et al. (2003); Acemoglu and Robinson (2008).
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in which higher values indicate a better institutional environment—that is one

characterized by less corruption. ICRG characterizes corruption as “excessive

patronage, nepotism, job reservations, ‘favor-for-favors,’ secret party funding,

and suspiciously close ties between politics and business.”69 While Corruption

accounts for system-wide tendencies to blend political and business interests in

non-transparent ways, Bureaucratic Qualitymeasures the extent to which a coun-

try’s bureaucracy is autonomous from ruling political parties and figures. This four

point scale, with higher values indicating a more autonomous bureaucracy, con-

siders attributes such as formal mechanisms for recruitment and personnel train-

ing that allow government bureaucrats tomaintain consistency through leadership

turnover.70

To conserve space, I report regression output in supplementary materials

(A25) and instead focus on computing marginal effects of the modeled interac-

tions. Table 3 reports marginal effects of Bank Reform on Entry Restrictions given

executive and legislative partisanship. Entry Restrictions are more likely to decline

under Right executives, but this relationship is significant only at the 90 percent

confidence interval. No other executive party is associated with statistically signifi-

cant changes to investment regulation. There is no evidence that the party of the

legislature conditions the relationship between the banking environment and

restrictiveness toward foreign firm entry. Together, these estimations provide con-

tinued, though somewhat limited, support for the contention that firm preferences

drive FDI liberalization processes. Certainly, the results run counter to arguments

that left parties embrace FDI to generate employment opportunities for

constituents.71

There is more evidence that informal institutions that favor business elites

intensify the relationship between financial constraints and liberalizing FDI

policy. Figure 3 illustrates the effect of Bank Reform on Equity Restrictions condi-

tional on the level of domestic Corruption. The upward sloping line indicates Bank

Reform predicts a reduction in Equity Restrictions in countries characterized by

high levels of corruption, but not in countries with lower levels of corruption.

The shaded area around the line indicates 95 percent confidence intervals; after

countries cross the middle of the corruption scale, the statistical significance of

the relationship between Bank Reform and Entry Restrictions ceases.

Figure 4 provides a visual representation of the effect ofBank Reform on Equity

Restrictions conditioned on the quality of the domestic bureaucracy. Here we see a

similar, but more pronounced, relationship. At low levels of Bureaucratic Quality,

69 Howell (n.d.), 4–5.

70 Ibid., 7.

71 Pinto (2013).
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Bank Reform has a negative and statistically significant effect on Entry Restrictions,

while in countries characterized by high levels of bureaucratic autonomy, this rela-

tionship recedes. The size of the effect is rather large. At a rating of “1” on the

Bureaucratic Quality measure, a standard deviation increase in Banking Reform

is associated with a decrease in Equity Restrictions equivalent to 20 percent of a

standard deviation.

In sum, the empirical tests reported here provide: strong evidence that

increased financial constraints are associated with liberalizing changes to FDI

Table 3: Marginal Effects of Bank Reform by Partisanship

Marginal Effect Standard Error p value

Executive Partisanship
Right �0.0946þ 0.0568 0.096
Center �0.0843 0.0526 0.110
Left �0.0740 0.0574 0.198
Government Partisanship
Right �0.0512 0.0552 0.354
Center �0.0498 0.0507 0.326
Left �0.0484 0.0556 0.384

þp <.1.

Figure 3: Marginal Effects of Bank Reform by Corruption—95% Confidence
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policies, particularly regarding entry restrictions (hypothesis 1); evidence that

financial constraints are somewhat associated with targeted liberalization of

capital-intensive industries (hypothesis 2), though the direction of this relation-

ship is complex and difficult to make strong claims to; and substantial evidence

that the relationship between banking sector reforms and FDI liberalization is

strongest when domestic political institutions favor business interests, particularly

through informal channels (hypothesis 3).

Conclusion

In this article, I demonstrate that banking sector reforms can induce changes to

policies toward foreign investment and that business interests likely drive this

process. My theory predicts that domestic firms prefer protection from foreign

entry so long as they maintain access to subsidized credit, but that large scale

banking reforms create financing pressures that render domestic business inter-

ests more amenable to MNE entry. Using a variety of measures of FDI policy, I

find evidence that banking sector reforms precede FDI liberalization and that

this relationship is stronger when domestic political institutions favor business

interests.

These findings have broad insights for deepening our understanding of pro-

cesses of economic (dis)integration. First, my analysis challenges how scholars

Figure 4: Marginal Effects of Bank Reform by Bureaucratic Quality—95% Confidence
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of economic integration conceptualize and explain the politics of change. While

comparative historical institutionalism has increasingly developed rich concep-

tions of various processes of institutional change, IPE scholars have continued

to rely disproportionately on punctuated equilibrium models. These relatively

simple models of policy variation and change have performed quite well in provid-

ing a base of knowledge of the distributional political underpinnings of macroeco-

nomic policy orientations and governments’ stance toward economic integration.

However, as the global economy becomes increasingly integrated, historical pat-

terns of distributional cleavages are becoming less important. Developments in

new–new trade theory show firm size and the ability to take advantage of econo-

mies of scale are increasingly important to understanding how integration affects

individual firms. As workers gain employment in increasingly global value chains,

voter attitudes over globalization become progressively complex. Previous shifts in

both the structure of the world economy and the precise way in which individual

countries are integrated into global trading and financing patterns influence

actors’ preferences over openness in future periods. Actors update their beliefs;

preferences are not static. As global and local forces place various pressures on dif-

ferent interests groups, their strategies can shift. This may be because their under-

lying preference structures shift leading to ideational transformations, or because

the constraints that structure their utility functions change. This analysis contrib-

utes to a richer, and ultimately more flexible, conceptualization of sources of con-

tinuity and change in IPE by considering the ways in which access to financing

structures preferences over openness. We can easily imagine extending this frame-

work of dynamic preference updating to other dimensions of the global political

economy as well.

Second, my focus on elite politics reorients explanations of liberalization away

from narratives that emphasize democratization’s popularization of policymaking

and instead considers how business power accrues and is expressed in technically

complex issue areas. Extending a “Quiet Politics” approach to FDI regulation chal-

lenges assumptions that publics develop interest in or acumen over technocratic

economic policy details. Citizens may agitate for economic growth and jobs, but

they may also leave the minutiae of policy to specialists. When business interest

groups are ceded substantial lobbying space, exploring firms’ policy preferences

becomes more important since they can more easily set the terms of debate and

policy implementation. This requires careful attention to firm- and industry-level

sources of heterogeneous preferences, as well as richer theories about how local

context interacts with firm characteristics to generate business groups’ preferences

and strategies toward policy influence.

Finally, my analysis has important consequences for how scholars interpret

the distributive effects of globalization. Rather than disrupting incumbent

302 Sarah Bauerle Danzman



advantages, investment liberalization may benefit the largest and most politically

influential firms in a local economy while disadvantaging smaller firms and

workers. These distributive implications are important. They suggest political

economy scholarship on economic liberalization should pay closer attention to

how actors’ size and power resources influence their adaptive capabilities. Large

changes in the regulation of the local economymay reinforce inequalities as actors

with the resources to adapt to changing environmental conditions gain further

advantages over actors too vulnerable to meaningfully acclimate to shifting eco-

nomic structures. The ability to realize large increasing returns to scale may rein-

force the dominance of industry giants and large diversified conglomerates over

smaller economic units. These dynamics require political economists to more

carefully consider the ways in which globalization disadvantages small units

over large, reinforces and accelerates pre-existing inequalities rather than moder-

ating them, and how such dynamics affect the politics of globalization.

This research is only a partial advancement toward better understanding the

role of the domestic financing environment in the politics of FDI and policies

toward multinational production networks more generally. The data available

here are unable to answer many important questions at the firm level; future

research could better identify how variations among political institutions influence

the channels through which domestic firms articulate their preferences over FDI

policy and the conditions under which local and foreign firms will coordinate their

lobbying efforts. Additionally, the inconclusiveness of the relationship between

financial repression, capital intensity, and FDI policy warrants greater attention

with better measures.

Furthermore, these results have implications for the future of policies toward

FDI. Anecdotally, developed host economies enacted a series of more restrictive

policies toward FDI in the wake of the 2008 financial crisis. One explanation for

these barriers may be that increased government intervention in precarious

banking sectors led to conditions favorable to anti-FDI policies. Future research

should consider the extent to which government efforts to stabilize domestic

banks could inadvertently lead to further restrictions on foreign equity. More gen-

erally, if financial constraints generate coalitions conducive to FDI openness,

under what conditions can liberalization be reversed? Is the process of reform

and reversal frictionless, or is the erection of barriers to foreign equity increasingly

difficult after foreign firms are already established locally? Such questions are par-

ticularly poignant in a global financial environmentmarked by the rise of FDI flows

originating in emerging economies; the increasing presence of MNEs in infrastruc-

ture, service, and agricultural projects; and increased calls for government inter-

vention in credit markets to stabilize domestic banking systems considered to be

more vulnerable to negative shocks as a result of financial integration.
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